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VIA HAND DELIVERY 



The Hqnorable Charles B. Grasslcy, Ranldng Mcmbar 
United Stales Senate Committee on Finance 
135 Hart Senate Building 
Washington, D.C. 205 10-6200 

Rjc: Fehpiarv 4. 2(^8 Letter 

Dear Senator Grassley: 

Thank you for your February 4, 2008 letter. I appreciate all the support you and 
your staff have been providing me in connectioii with my new duties as Inspector Gen^aJ 
(10) of the Securities and Exchange Commission (SEC) I certainly appreciate the 
challenges that I have ahead of me and 1 wish to assure you that I have been and will 
continue to work diligently to restore confidence in the OflBce of Inspector Geueral (OIG) 
at the SEC* 

I am also very aware of the allegations made by former SEC employee Gary 
Aguirr© and the conclusions of the August 2007 Report prepared by the Minority Staff of 
the Comnuttcc on Finance, United States Senate and the Committee on the Judicial^, 
United States Senate (hereinafter referred tb as the "Senate Report") As I have advised 
your staff, I believe that bringing the Aguirre matter to closure is 2imong the highest 
priorities of my new duties and responsibilities as IG. For this reason, on my first day of 
work as IG, I reached out via telephone to Mr. Aguirre to discuss both the allegations that 
were reviewed in the Senate Report, as well as new allegations he asked my office to 
investigate in a December 1 1, 2007 letter. Subsequently, on January 14, 200^, I flew to 
San Diego, met wth Mr, Aguirre and took his testimony on the record regarding the 
allegations he raised in his December 1 1, 2007 letter and subsequent communicaiions. 
As I have assured Mr. Aguirre, the OIG plans to conduct a full, thorough and 
comprehensive investigation of these new allegation's. I will be happy to provide yon a 
copy of the final Report of Investigation for this matter once it is corr^sleted. 

In addition to investigating these new allegations, I am planning to take over 
myself the le-invcstigation of the original claims raised by Mr. Aguirre, vAich were die 
subject of the Senate Report. As I have also advised your staff, while there has been a 
considerable amount of woric conducted with respect to this re-investigation, substantial 
additional work is needed to complete die investigation and issue a final report, I concur 
wholeheartedly with your observation that given the wealth of information already 
collected regarding Mr< Aguirre' s allegations, there is no need for years of additional and 
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redundant fact-finding. As a consequence, I hope to gather all the relevant information 
fiom the necessary sources and synthesize that information into a comprehensive final 
report and reccmmiendations in rel^wly short order. I have been speaking vritii your 
staff jjxjut the possibility of gaining access to copies of th^ full transcripts of interviews 
conducted in the Senate investigation and aui ftjalizing the necessary arrangements to 
obtain these transcripts. I greatly appreciate tTie assistance your staff has been providing 
mc in this matter as obtaining copies of the full transcripts utLli^^ in the Senate 
investigation^ particularly those of the subjects of the OlG investigation, would greatly 
a&sist me in concluding the ix-investigation in a timely manner. 

In addition to resolving the Aguirrc matter^ as you indicate in your February 4, 
2008 letter and as I have advised your staff, I am pulling into place a scries of reforms in 
my office to eiisure independence from SEC management dnd make certain that all 
investigations conducted by this office are thorough, fair and credible as recommoidcd 
by the Senate report. Many of these reforms are already being implemented. 
Specifically, upon assuming the position of IG of the SEC> I issued the following 
directives prescribing changes in the office's investigative procedures: 

• in all new investigation^^ the complainant shall be interviewed first and 
on the record whenev^ feasible and in Hght of the particular 
circumstances (e-g., except in the occasion of an anonymous complainant); 

• All significant interviews of complainants, subjects and critical witnesses 
be conducted under oath and on tfie record with a ftill transcript; 

• Investigators should give assurances of confidentiality to potential 
witnesses who have expressed reluctance to come forward in an ofBcial 
investigation; 

• Perjury warnings (with language I drafted) shall be provided to subjects 
and/or witnesseis being interviewed wdiere there is any possibility or 
indication that full and truthful testimony might not be provided; 

• Witnesses and/or subjects will not be allowed to have an SEC attorney 
represent them in an OlG investigation; 

• Repoit$ of Investigation will include specifics findings and 
recommendations, including whether the OlG believes disciplinary acticm 
should be taken; 

• TTie GIG will request that management inform it of the disciplinary action . 
taken in response to a Report of Investigation vrtihin 45 days of the 
issuance of the report and the OIG will follow-up with Man^emeat both 
prior to and at the 45-4ay mark. 
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to addition, one of our investigators has recently been deputized by tbe U.S. Marshall 
Service in order to mcrease the OIG's authority in pursuing criminal investigatiom. Wc 
also arc havii^ official credentials issued to each investigator for use in investigations. 
Finally^ wc wiU be hiring an additional invesHgator with significant experience in dther 
the 1801 or 1 810 investigative series to add ca|^ity and experience to our investigative 
unit 

Since I have begun ray duties approximately six weeks ago, we have already completed 
eleven investigative reports or memoranda with specific findings relating to perjury 
before a federal courts assault^ disruptive and intimidating behavior in the workplace, 
misuse of government resources in support of a personal business and misuse of 
computer equipment and official time to access pomogmphy on the Intemoi. We have 
recommended disciplinary action in many, if not all, of these cases, up to and including 
di^nissal in several instances. 

I have also implemented changes b the OIO's audit imit procedures. We arc revising the 
manner in which the OIG tracks audit recommendations and arc hiring an Administrative 
Support Assistant to implement a new tracking system for OIG recommendations. 

We are also hiring a Supervisory Audit Manager to manage the audit unit and ensure the 
OIG issues mcaningfijl and forceful audit and inspection reports targeting significant 
issues critical lo tlie Agency and the public. We will be issuing at least five audit or 
inspection reports within the next $ix weeks. These reports will include significant 
recommendations concerning the lack of internal controts in an Agency benefits program, 
the Agency's Mlure to comply with statutoiy timefi'ames set forth in ihe Secxirities 
Exchange Act of 1934, deficimcies in the Agency's background investigation process, 
the Agency*s inability to create an inventory for certain IT equipment and inefficiencies 
associated wife an internal website. In one of these audits, we uncovered approximately 
$130,000 in funds owed to the Agency, which has initiated collection efforts to recover 
these moneys because of our audit. All of these reports will be described in the OIG's 
upcoming Semiannual Report to Congress, which wiU be issued in April 2008, 

In addition, the OIG has already begun a procurement process to retain an outside 
contractor in an effort to revamp its process for receiving fraud, waste and abuse 
complaints. This contractor will establish and operate an OIG hotline for the anonymous 
reporting of complaints involving agency programs and operations, and misconduct by 
agency employees or contractors. The contractor will establish and maintain both (1) a 
toll-free numW that can be called 24 hours a day^ 365 days a year, to speak 
anonymously, or in confidence, with a trained hotline operator, and (2) a wdi-based 
system through which complaints may be made anonymously, or in confidence, \ 

Wc are also in the process of updating and redesigning bo^ the OIG website and the 
Semiannual Report to Congress. 

With respect to tlie specific questions in your February 4, 2008 letter, we ai« providing 
the following responses; 
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L When do yon expisct to provide a final r^oH an the OIG's current 
InvestigatioD into Aeotm^s allegations? 

Assuming we arc able to obtain copies of the tcj|oscripts utilized in the Senate Report, I 
expect to be able to complete the rc-investigatibn and issue a final report with 
lecommendaHons within approximately three months, or by May 30, 2008 at the lale^^ I 
also expect to have the investigation into the additional allegations raised by Mr. Agtdrre 
in his Deeember 1 1, 2007 letter concluded in the same timeframe. 

2* What is the status of continuing litigation and administrative proceedings 
related to Aguirre*s allegations? 

As this question is directed to the Agency, I received the followmg response from the 
designated Agency representative: 

**At this time there are two tnatters. First, on February 20, 2007, Mr, Aguirre filed an 
appeal with the Merit Systems Protection Board f'MSPB ''), Since filing the appeal Mr 
Aguirre has requested three dismissals without prejudice. Since the first dbmissal 
occurred on April 25, 2007, the case has been open before the MSPB/or only two short 
periods of time and is currently not pending. It is scheduled to be reflled on May J 4, 
2008. The parties have commenced discovery and have responded to requests for 
documents while the case has been dismissed, but are not currently engaged in any 
discovery because of Aguirre *s health issues^ The Commission has provided thousands 
of pages ofdocumetUs (o A^. Aguirre. 

'* Second, on July 14, 2006, Mr. Agtdrre filed a case against the Commission under the 
Freedom of Information Act (TOIA % Both parties ha^e moved for summary judgment 
on all counts of the complaints and Mr Aguirre *sfittal brief is currently due on March 
21, 2008, The Commission has provided Mr Aguirre with many documents in response 
to his FOIA requests, and it Is our understanding that there are only five issues that the 
court must resolve, none of which cppear to be very complex. We anticipate a ruling 
from the court resolving the case qfier brtifing is completed " 

3. How long do yon expect those proceedings to continue and at what cost to the 
taxpayer? 

As this question is directed to the Agency, I received the following Ee^)ome from the 
designated Agency rejMescntative: 

■ 

"J( is difficult to predict how long the MSPB case will continue as that issue depends 
largely on Mr. Aguirre s health and the extent of discovery that Mr Aguirre will seek 
Commission stc0 handling the case expect that they will be able to complete the 
discovery they seek and he ready for a heari^ promptly qfier the case vs refiled in Mc^. 
Similarly, we cannot estimate the time or resources that the case will require, though we 
anticipate that the extensive record developed by your stcffwill simplify discovery. 
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**As stated abov^ Commission stajfexpect:^ that the disirici court will issue a decision in 
the FOIA cme after briefing is complete on the motions for summary judgmeni It is 
likely that anyfoture costs in the case will b^ minimal " 

4. Iff the SEC eogaged in any alrernattve dispute rcsoiution negofjations 
pnniianf to 5 U^X. § 527, spcfa as arfoitratton or mediatioo in lin effort to mitigate 
tbe co%tB to Ae taxpayers af protected litigatioQ? Tf not, pksse explain why not. 

As this question is diluted to the Agency, I received the following response from the 
designated Agency representative: 

"7^ Commission has not discussed with Mr, Aguirre the possibility of an alternative 
dispute resolutiotL The Commission believes that the MSPB is able to provide an 
efficient and relatively inexpensive resolution of this matter akin to what would be 
available in arbitration. Commission staff have not discussed mediation with Mr, 
Aguirre because the MSPB AU assigned lo this case or other MSPB officials can 
mediate settlement at appropriate times. See www, mspb . ^ov/sites/msob/mediaiionff^cdn 
/default asvx (describing the MSPB 's Mediation Appeals Program). 

The Commission staff has not discussed mediation or arbitration of the FOIA cases 
became the case involves legal issues that the staff believes can best be resolved by a 
court " 

5. Do yon intend to nt^ke ^ recommendxtioa to CbulrmniA Cox regarding 
whether and how the SEC should proceed in defending ifsdf in those proceeding]^? 

While it is not nonnally \vithLn the IG*s jurisdictional purview to offer a fecommendation 
to an Agency on bow to defend ongoing litigation proceedings, I have offered ray 
per&onal opinion to the Agency^ including the Chairman's Office, and most particuiarly 
the Ofifice of General Counsel, that it is always in an agency's interest to explore 
settiem^t options in every litigadon. With regard to the particulars of tbe Agnitre 
matter, given that the OIG*s re-investigation of Mr* Aguine's claims would necessarily 
include many of the same issues raised in Mr, Aguitrc's litigations, I certainly expect the 
results of the OIG re-investigation would infonn the Agency as to how it should pro<5eed 
in the litigations. 

6. Has Hie Chairman issued memoranda directing changes at the SEC in 
response to our report? If not, when does he plan to do so? If so^ please provide 
copies of the memoranda. 

On or about January 30, 2008^ die Cfaainn^ provided you with copies of memoranda 
detailing the changes flmt have been put into place in response to the Senate Report's 
recommaidatioas. I have reviewed tiiesc memoranda carefiilly and am following up on 
all these matters per your request. TTie following are the Senate Report's 
recommendations and my anticipated follow-up activities: 
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A* Standardized Livestigativc Procedures: The recommendation states that the SEC 
shoiild difift md maintain a uiufomv comprehensive manual of pcocedmes for 
conducting enforcement investigations, along tiie lines of the United States 
Attomey*8 Manual. The manual should attempt to address sitiiations or issues 
likely to recur. It should set a consistcnjpcSEC policy where possible and provide 
general guidaRce for complex issues that require individual assessment oo a case- 
by-case basis to be handled^ so that inquiries are handled as unifonnly as possible 
throughout the Enforcement CHvision, 

In response to ^is recommendation, the SEC bdicat^ in a January 29, 2008 
memorandum provided to you that ii has conducted a preliminary analysis to 
determine the format of the manual, surveyed the substance of Enforcement'?? 
current polices and procedures and plans to complete a preliminary internal draft 
iq[>dating Enforcement's policies and procedures by February 28, 2008. 

I have met with the individual in the Enforcement Division who is rc^nsibic for 
this project and will receive copies of the preliminary internal draft policies and 
procedures that are to be completed by February 28, 2008. Once received, we 
will review these policies and procedures to ensure that they satisfy all the 
concerns expressed in the Senate Report 

B, Directing Resources to Significant and Complex Cases: The reconmiendatton 
states that the SEC currently lacks a set of objective criteria for setting staff levels 
ands has no mechanism for designating a case as critically important. The SEC 
should 5^ standards for assessing the size, complexity and importance of cases to 
ensure that significant cases receive more resources. The Enforcement Division 
should develop and apply objective criteria for determining how many attorneys, 
paralegals and support persomiel should be assigned to a particular case. 

In response to the recommendation, the SEC indicated in a January 29, 2008 
memtorandum provided to you that it would complete a preliminary draft of 
procedures by January 3 1 , 2008, 

I have met with the individual hi the Enforcement Division who is responsible for 
this project and have reviewed ^« initial preliminary draft of procedures* The 
Eufoicement Division has also assured me that a revised version of tliis 
l^iminary draft will be sent to other Agency offices, including the OIG, the 
Chairman^s OfScc, and the Office of General Counsel by Mardi 30, 2008, for 
review and comment At that point, we will comment on this draft to ensure that 
it satisfies all the concerns expressed in ihe Senate Report. 

C. TraiaqMurent and Uniform External Communications: The recommendadon states 
that the SEC should issue written guidance requiring supervisors to keep complete 
and reliable records of all outside commuoications regarding any investigations. 
The iM?ed for a clear tecord and transparency is especially acute regarding any 
communicatioas by supervisors that exclude the staff attorney assigned to the 
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case. The SEC's guidaiice should geuca^Ily discourage supervisors from 
engaging in siwh conmninicatioiis without the kjiovrtcdge or participation of ^c 
lead staff attomey. The SEC needs to present one, consistent position to parties 
involved in its investigation. 

In response to the recommendation, tfi'e SEC indicated in a January 29, 2008 
mcmofandum fn^ovidcd to you that it would begin implementation of the new 
policies and procedure by February 28, 2008. 

I have met with the individuaJ in the Entbrccmcnt Division who is responsible for 
this project and have reviewed an initial preliminary draft of the new policies and 
procedures. I have been informed that additional work is required on these new 
policies and procedures, but the Enforcement Division has assured me the 
preliminary draft of tiiese new policies and procedures Mali be sent to other 
Agency offices, including the 010, the Chairman's OfiBce, and Ac Office of 
General Counsel by March 30, 2008 for review and comment. At that point, we 
will comment on this draft to ensure it satisfies all the concerns expressed in the 
Senate Report, 

D, Greater OIG Independence and More Thorough Investigative Procedures: The 
recommendation stales that the DIG should develop a plan to ensure 
independence from SEC management and the General Counsers office, and to 
ensure that its future investigations are thorough^ fair and credible. It also states 
that the SEC needs to implement a directive requiring its Office of Technology to 
provide thorough, fan* and timely responses to SEC/OIG document reqiicsts. 
Since the puipose of the OIG is to ensure integrity and efficiency, a document 
request in connection with an SEC/OlG investigation should be among the 
hi^est priorities. 

I described above (on pages 2-3 of this letter) the new directives I have already 
issued regarding OIO's investigative procedures and the initiatives that aw 
Qurrently underway to ensure the OIG's independence and restore confidence in 
its ability to pcrfoim its functions. In addition, 1 plan to provide your staff with 
updates and fiirflier details of these and additional efforts in the near future. 

With i^pcct to the tedmology matters, the SEC has provided you with a January 
22, 2008 memorandum discussing a variety of measures put into place to ensure 
prompt responses to OIG requests for emails in connection with investigations. In 
addition to this m«norandum> I have met on several occasions with officials from 
the SEC's Office of Technology (OIT) and drained a Memorandum of 
Understanding (MOU) between the OIG and OIT to further clarify the priority 
level of OIG request for emails. We expect to have tiiis MOU finalized witl^ a 
month. I CM also report that the OIG has recently made several large requests for 
emails to OIT and has i:eceived satisfactory responses in only a few days. 
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E* Timely and Transparent Recusals: The recoiamendation states that the SEC 
should review its guidance to employees rcgardijig their obligations to recuse 
themselves immediately from any matter involving a potential employcj* mxb 
whom Ac employee haii had contact, cither directly or indirectly through an agent. 
Recusals should be communicated in vmtxng to all SEC staff who have oflicial 
contact with the recused individual, aria a record of the recusals should be 
centiaUy maintained by a dcsipiated ethics officer. 

In response to the recommendation, fte SEC indicated in a January 1 7, 2008 
memorandum provided to you that it is taking action to strengthen its training and 
written guidance in accordance with the Senate Report's recommendations, as 
well as woiking toward the creation of a shared electronic data base for the 
Enfofcemcnl Division, 

I have met with the Agency *s Etfiics Counsel and emphasized the importance of 
the issues raised in the Senate Report The Ethics Counsel informed me ^at to 
date he has personally provided one-hour of newly created in-pcrson ethics 
training to 72 out of 94 SEC Senior Officers focusing on employment-related 
recusak. He assured me the remaining Setiior Officers will rcc«5ive this training 
by or before March 50, 2008- In addition, at my recommendation, the Ethics 
Office plans to issue an Ethics Newsgram within a month to all SEC employees 
communicating that recusals should be reflected in writing with copies provided 
to the Ethics OflTice. 1 will follow up with the Ethics Office on the additional 
initiatives referenced in the SEC's January 17, 2008 memorandum. 

F, Standardized Evalumion Procedure: The recommendation states that Employee 
evaluations should be submitted in a timely manner, according to an established 
schedule. Evaluations should not be prepared outside or apart from the 
established procedure. Although it is approprialc to docmncnt performance issues 
and to discuss them with the employee as issues arise, submitting a le-evaluaiion 
witii substantive changes after the regularly schwiuled evaluation is submitted can 
raise questions. Where the rc-e valuation occurs ju$t after an employee reports 
alleged wrongdoing by a supervisor^ it tends to suggest that retatiaiion is driving 
the process rather than an honest attempt to evaluate employee performance. 

In response to the recommendation, the SEC indicated in a January 30, 2008 
memorandum provided to you that it is phasing m a new performance 
management system that will address the concerns expressed in the Soiate Report 
over a ttiree-ycar period, with implementation already begun in the Office of 
Human Resources. 

The OIG previoiely provided significant substantive comments to various drafts 
of the procedures for the new performance management system in the areas of 
requiring con^letion of performance ^praisal steps, timely completion of 
supervisory simtmarics of enqjloyce contributions, timely certification and 
completion of mid-year reviews, and olarifybg the procedures for probationary 
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cmpJcyees, incbditig cstabfi^Jimg criteria on bow to addtcss unacceptable 
performaacd for probationary employees. These suggestions and conunents have 
been incctfporatcd into a revised Pcrfonnancc Management policy issued on 
December 1 8^ 2007, The OlG is euiteiitly reviewng this revised poHcy and will 
be making addilioiml comments as nec^sary. 

The OIG plans to conduct a follow-up audit of the new performance management 
system once it has been in place for a suitable period of time to determine if the 
concerns expressed in the Senate Report have been sufficiently addressed. 

G, The Senate report recommends that the SEC adopt clear, written whistleblower 
protections to safeguard ail employees a^inst adverse personnel actions in 
retaliation for reasonable good faith allegations or discJosurcs of perceived 
wttMgdoing. 

TTie SEC has agreed that the OIG will draft language for a proposed 
memorandum from the Chairman to be distributed to all SEC employees that will 
convey and re-cnforce these whistleblower protections. We expect this 
memorandum to be issued by or before March 30, 200S. 

H. The SEC should adopt clear> v^ittcn guidance establishing alternate^ confidential 
channeb of communication to resolve potential issues early and witliout public 
controversy. 

Tht SEC has agreed that the OIG will draft langu^e for a proposed 
memoraawlum from the Chairman to be distributed to all Commission employees 
that will communicate and re-enfotce these alternate, confidential chaxmels of 
communicatiOQ. We expect this memorandum to be issued by or before March 
30, 2008. 

7. Beyond amy Biemonmdji issued or abimt to be issued, what other stefis have 
been takai, or wjU be takcn^ toward impleme0tiiig the report*s recommeiidafjk^iifl, 
indiidingt bat not Bmited to the reeommeiidatioiis in the text of the report on pages 

In (he responses provided to question no. 6 above, we specified tlie particular steps the 
OIG plans to undertake to follow up on the SEC's implementation of d>e Senate Report's 
recommendations, including subpar^mphs G and H above, >^ich correspond to the 
recommendations on pages 81-82 of the Senate report. We plan to issue quarterly reports 
to your staff to assess the progress of the Commission's implemcntaUon of these 
recommendations. 

In addition, as you req3De$ted^ we will monitor the Commission's progress toward 
implementing die recommendations of the Government Accountability OfBce (OAO) in 
two recent reports issued at the request of the Senate Cotnmittee on Finance: GAO-OS-SS 
(November 2007), *'Opportitmties Exits to Improve Oversight of Self ^Regulatory 
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Organizations,*' and GAO-07-830 (Augiost 2007) "Additional Actions Needed to Ensure 
Planned Impiovements Addiess Limitations in Enfoicemoit Divifumi OperaiiDns." 
Eveai prior to your February 4, 2008 letter, I had met with Richard J. Hillman, GAO 
Managing Director^ Financial Markets ami Commimily Investments, to discms \ivays in 
v*ich the OIG could follow up on these and o%er GAO reports. We abo plan to 
incorporate gJl the recommendations from thekTtwo GAO reports in our revised audit 
recomtnendaticm tracking sy^stem^ which will enable us to monitor GAO 
recommendations in tfie same fashion we monitor OIG reconunendalions. 

If you have any questions or would like any further information about my of the above 
initiatives or activities, please contact me at 202-551-6037. I look forward to contmuing 
to woric closely with you and your staff on tihese very important matters. 



Sincerely, 




H. David Kot2 
Injector General 



cc: The Honorable Arlen Spoctor, Ranking Member, Swiate Committee on^ the 
Judiciary 

The Honorable Christopher Cox^ Chairman, Securities and Exchange Commission 
The Honorable Paul S. Atkins, Commissioner, Securities aud Exchange 
Commission 

The Honorable Kathleen L, Casey, Commissioner, Securities and Exchange 
Commission 
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